Prior to the 2008 financial crisis there was much debate about global trade imbalances. Prima facie, the imbalances seem a significant problem. However, acknowledging that would question mainstream economics' celebratory stance toward globalization. That tension prompted an array of explanations which explained the imbalances while retaining the claim that globalization is socially beneficial. This paper surveys those new theories. It contrasts them with the structural Keynesian explanation that views the imbalances as an inevitable consequence of neoliberal globalization. The paper also describes how globalization created a political economy that supported the system despite its proclivity to generate trade imbalances.
Introduction
One of the most debated issues prior to the financial crisis of 2008 was the issue of global trade imbalances. Prima facie, the imbalances appear to be a significant problem. However, acknowledging that would question the mainstream economics' celebratory stance toward globalization. This tension prompted an array of explanations seeking to explain the imbalances while retaining the claim that the existing model of neoliberal globalization is good for all.
This paper provides a survey and critique of the new theories. It also contrasts the new theories with the structural Keynesian explanation (Palley, 2007 (Palley, /08, 2012a (Palley, , 2012b which explains the global imbalances as an inevitable consequence of the neoliberal model of globalization. According to structural Keynesian theory there is both a supply-and demand-side to the global imbalance problem. The supply-side reflects the new production paradigm that underlies neoliberal globalization. The demand-side reflects the Keynesian theory of hegemonic currencies (Palley, , 2012c . It also involves political economy that explains how policy facilitated the emergence of these new global supply and demand arrangements.
What are the global financial imbalances?
The global financial imbalances essentially concern the US trade deficit, which equals the trade surplus of the rest of the world. Table 1 provides a decomposition of the US goods trade deficit in 2007, the peak year of the last business cycle prior to the Great Recession. The table shows that in 2007 the US ran large trade deficits with all the leading economic regions. On the other side of the ledger there are several countries that run persistent large trade surpluses. These countries have adopted what is often referred to as the export-led growth model, and they include Germany, Japan, China, Taiwan, and South Korea. In a sense, there is a co-dependence between the US economy and export-led growth economies, with the US providing the demand that fuels the latter's growth by providing orders for their factories and the incentive to invest more. Figure 1 provides a simplified representation of the global economy which is decomposed into three components: the US economy, balanced trade economies, and export-led economies. The US runs a trade deficit with both the balanced trade and export-led economies, while the export-led economies run a surplus with the balanced trade economies. The net position is that the US has a trade deficit, the export-led economies have a trade surplus, and the balanced trade economies have approximate trade balance. In terms of Table 1 , after stripping out the OPEC oil trade deficit, the export-led economies account for 60 percent of the US non-oil trade deficit. The export led-economies can be roughly identified with the Pacific Rim group (which includes China) and the European Union (whose aggregate trade surplus is substantially explained by Germany). Additionally, Canada and Mexico constitute a NAFTA group. Mexico has an export-led relationship with the US, even though its overall economy is not export-led in the sense of generating persistent large trade surpluses. If Mexico is reclassified as being export-led with regard to the US, then the share of the US non-oil trade deficit accounted for by the export-led group (Pacific Rim, Germany, and Mexico) rises to approximately 70 percent.
Germany and Japan have been export-focused economies for decades. In the late 1970s they were joined by the four East Asian tiger economies -Hong Kong, Taiwan, South Korea and Singapore. Since then, others have jumped on the export-led bandwagon, particularly China and Mexico. Viewed in this light, the global imbalances are the product of a massive US trade deficit paired with the large trade surpluses of the export-led economies. The challenge is to explain that configuration.
Mainstream economics and the problem of trade deficits
The array of mainstream explanations of the global imbalances should be understood as part of an on-going theoretical response to the contradictions produced by globalization. The one constant across these explanations is that none question the claim of large benefits from neoliberal globalization. Figure 2 illustrates the evolution of the mainstream approach to trade and the global imbalances. Stage 1 of mainstream thinking consisted of traditional static comparative advantage theory that argues trade brings benefits for all except in a few rare theoretical pathological instances that are empirically irrelevant. 2 This was the original justification for globalization that was invoked in the late 1970s, and it continues to be invoked and serves as an ideological litmus test. All theories of global imbalances are required to be consistent with this comparative advantage argument of "benefits for all". Stage 1: Co mparative advantage theory as justification for trade and globalizat ion.
Stage 2: Co mparative advantage theory with inter-temporal utility maximization as an explanation of trade deficits.
Stage 3: Global imbalances as a result of consumption pathologies in the US econo my.
Stage 4:
Global imbalances as a result of optimal global development.
Stage 2 theory seeks to explain why globalization may be accompanied by trade deficits and yet still be good. Conventional Ricardian comparative advantage theory is a theory of balanced trade. However, globalization seems to produce trade deficits, and trade deficits also tend to be undesirable from the perspective of Keynesian macroeconomic theory because they constitute a demand leakage.
Stage 2 theorizing (Buiter, 1981; Obstfeld, 1982; and Svenson and Razin, 1983) aimed to explain deficits and blunt the Keynesian critique. It did so by simple mechanical transformation that extended the single period Ricardian model to a multi-period inter-temporal context.
Persistent trade deficits can arise because of differences in country optimal inter-temporal consumption profiles.
Stage 3 constituted an extension of stage 2 and sought to explain the large US trade deficits of the 1980s and 1990s. The problem with the US was that it had a middle-aged population profile. According to stage 2 trade theory it should therefore have been running trade surpluses to build up saving in advance of population aging, but it was running large persistent trade deficits. Stage 3 theory therefore explained the deficit as the result of consumption pathologies in the US. The first stage 3 explanation was the twin deficits hypothesis of the 1980s that explained the trade deficit as due to the budget deficit. The second stage 3 explanation was the saving shortage hypothesis that explained the trade deficits as due to pathologically low saving rates by US households.
Unfortunately, as discussed below, stage 3 explanations proved inadequate. That prompted stage 4 theory which is the latest stage. The key theoretical twist is to explain the US trade deficit as an exchange of goods for financial assets. The supposed logic is that the US has comparative advantage in the production of financial assets while developing countries have a shortage of financial assets. This reinterprets the global imbalances as the product of a mutually beneficial exchange of goods for financial assets. Stage 4 theory therefore explains the global imbalances, while maintaining the claim that globalization is a mutually beneficial process. The twin deficits hypothesis maintains the US trade deficit is due to the US budget deficit. It reflects mainstream concern with the Reagan budget deficits of the 1980s (Feldstein, 1986) . It fell out of favor with the Clinton budget surpluses of the late 1990s that were accompanied by record trade deficits. Japan and Germany also disproved it as they ran large trade surpluses in the 1990s along with persistent large budget deficits.
Stage 3 and 4 mainstream theory
The saving shortage hypothesis was popular in the 1990s and replaced the twin deficits hypothesis. It maintains that the US trade deficit was the result of a low US household saving rate (i.e. excessive consumption). It reflects the 1990s US economic boom that saw a further decline in US household saving rates. The decline was rationalized on the grounds of a "new economy" with faster productivity growth driven by computer technology that augured higher future income. However, it fell out of fashion in the 2000s with the bursting of the "new economy" bubble, which was followed by continuing large US trade deficits combined with aggregate demand shortage that required the Federal Reserve to lower interest rates to record lows to spur economic recovery.
The BWII hypothesis (Dooley et al., 2003 (Dooley et al., , 2004 was the first stage 4 hypothesis. It argues globalization has created a new world in which emerging markets are industrializing. As part of this process they need to acquire hard assets which provide collateral against foreign direct investment (FDI) in those economies. This situation has supposedly created a parallel with the Bretton Woods arrangement that ruled from 1945 -1971. Back then the US was the dominant global economy, and in the late 1950s it started running trade deficits as the rest of the world accumulated dollar balances that were needed to finance growing global trade. Now, the U.S. is again running large systematic trade deficits. The claim is that it is to provide collateral that can assist the industrialization of emerging market economies.
The dark matter hypothesis (Hausmann and Sturzenegger, 2005) maintains the US trade deficit reflects the US's ability to run a persistent trade deficit because of its superior returns on its foreign direct investments. These super-normal returns mean the US trade deficit is nothing to worry about. The deficit is an equilibrium outcome driven by US total income flows.
The saving glut hypothesis (Bernanke, 2005) The asset shortage hypothesis (Caballero, 2006 (Caballero, , 2007 maintains that the world economy is suffering from a shortage of high quality financial assets owing to increased asset demand caused by rising global income due to globalization. It asserts the US has a comparative advantage in producing high quality financial assets, so that the US trade deficit is the product of a new application of comparative advantage whereby the US trades financial liabilities for goods.
Lastly, the dollar reserve currency hypothesis (Bibow, 2008; Lago et al., 2009 ) argues that, after the East Asian financial crash of 1997, EM economies started running trade surpluses to acquire dollar reserves to protect against future financial crises. At the theoretical level, the reserve currency hypothesis is the most complicated and ambivalent. At its base, there is a problem with the international financial system that compels EM economies to engage in excessive foreign reserve accumulation. In a neoclassical model this need to acquire reserves produces large seignorage benefits for the US. However, in a Keynesian framework it promotes beggar-thy-neighbor export competition that contributes to global demand shortage.
The purpose of stage 4 theory is to explain the global imbalances in a manner that is consistent with the claim that globalization delivers benefits for all. Stage 4 theory also seeks to explain why "capital flows north" (i.e. why the US runs trade deficits while EM economies run trade surpluses), which is contrary to conventional microeconomic trade and development theory that predicts the reverse. According to conventional theory, capital should flow from capitalabundant rich countries (i.e. the U.S.) to capital-scarce poor countries (i.e. emerging markets) because rates of return are higher in capital scarce economies owing to the relative scarcity of capital. Prima facie, the global imbalances contradict that prediction and require explanation or else conventional theory must be jettisoned.
The BW II, dark matter, saving glut, and asset shortage hypotheses all explain the existence of global imbalances. Furthermore, they all argue the imbalances are benign or even benevolent. The US is either taking advantage of its comparative advantage in production of financial assets; or taking advantage of its comparative advantage in investing; or benefitting from the willingness of EM countries to accumulate US financial liabilities and thereby provide the US with subsidized resources. According to all four hypotheses the global imbalances enhance US economic welfare, implying existing trade and globalization policy should be continued. All therefore explain the global imbalance in a way that cheerleads for neoliberal globalization and rationalizes policymaker indifference to the trade deficit.
Critique of stage 4 theory

a Critique of the BW II hypothesis
The first and most fundamental criticism of the BW II hypothesis is lack of evidence for its core argument. There is absolutely no evidence of East Asian countries pledging their foreign exchange reserves as collateral for FDI. A second criticism is there are absolutely no empirical grounds for an analogy between current economic patterns and the patterns that characterized the BW I era . In the BWI era the US ran small surpluses that eventually turned into small trade deficits, had a growing manufacturing sector, and had rising real wages. In contrast, during the BWII (1980 -today) era the US has had large and growing trade deficits, a shrinking manufacturing sector, and stagnant real wages.
5.b Critique of the saving glut hypothesis:
The first major flaw in the saving glut hypothesis concerns its loanable funds approach to financing of trade deficits. That approach misrepresents China as financing the US trade deficit.
This explains why, before the financial crisis of 2008, policymakers and economists viewed the main danger as an exchange rate crash and an interest rate spike resulting from China withdrawing its willingness to finance the deficit. That never happened because the loanable funds approach is wrong.
As shown in Figure 3 , the US initiates financing of its trade deficit. The first transaction is between US borrowers and US banks which provide money to households (money 1).
Households then buy goods from China with that money (money 2), and China then buys U.S financial assets ( That characterization misunderstands the microeconomics of global production. In fact, China's export capacity has been created by multi-national corporations shifting production facilities to
China. This is shown in The saving glut hypothesis misunderstands both the monetary macroeconomics and the microeconomics of global production. It does not criticize trade and globalization, and according to its logic the US actually benefits from access to subsidized Chinese saving. Problems only arise if the US misuses that saving in unproductive speculative activity. Lastly, the saving glut hypothesis confuses understanding by creating a pseudo-Keynesian discourse about saving gluts when it has nothing to with Keynesian demand shortage.
5.c Critique of the asset shortage hypothesis
The asset shortage hypothesis (Caballero, 2006 (Caballero, , 2007 is a first cousin of the BWII hypothesis. It argues emerging market (EM) economies run trade surpluses to accumulate financial wealth which the US has comparative advantage producing. Additionally, there is a global asset shortage which drives up asset prices and explains asset bubbles. Furthermore, asset price bubbles are to be welcomed as they encourage production of high quality financial assets to fill the asset shortage.
What's wrong with this? First, the hypothesis has no understanding of the fact that EM trade surpluses are due to the new global production structure created by multi-national corporations. Second, there are better explanations (Palley, 2007a; 2012a, p.114) for increased asset prices such as increased income inequality; the increase in the profit share; lower taxes on capital; lower interest rates; credit market innovation that has increased the supply of credit to buy assets; and simple investor mania. Third, it is also highly doubtful that there is an asset shortage as financial innovation has increased the supply of financial liabilities.
5.d Critique of the reserve currency hypothesis
The final stage 4 explanation is the reserve currency hypothesis. Its logic is also questionable.
First, it also fails to recognize the new structure of global production that is at the core of the global imbalance problem. Second, it fails to recognize that the problem of the US trade has been long-running, dating back to 1980, and began long before the East Asian financial crisis. Third, the reserve currency hypothesis argues countries are accumulating foreign exchange reserves to protect against financial crisis caused by capital flight. However, reserve accumulations have now gone far beyond what can be economically justified by the most risk-averse disposition, which suggests the real reason is something different.
The structural Keynesian explanation of global imbalances
The defining feature of stage 4 theories is that they aim to explain the global imbalance problem while maintaining that globalization is good. The structural Keynesian hypothesis (Palley, 2007 (Palley, /08, 2012a (Palley, , 2012b ) provides a totally different explanation that sees global imbalances as the inevitable product of neoliberal corporate globalization. And rather than being beneficial, the imbalances are a serious problem. Table 3 is that it shows that the US trade deficit has been a long-evolving issue, and there was a break around 1980 that reflects the advent of the neoliberal era. Now, the debate is about property rights and investor protection. Unfortunately, this simple but essential insight regarding the difference between trade and globalization is obscured because orthodox economics asserts globalization is merely an extension of comparative advantage theory which motivated the free trade era.
6.b The US economy and the evolution of neoliberal globalization
The 1980s were a period of corporate experimentation with mobile production and negotiation of the legal framework that would govern the global production zone model. The early 1980s shift of manufacturing within the US from the "rust belt" to the "sun belt" was a precursor to fullscale globalization. The new model then took off in the 1990s and there were three critical stages:
•Stage 1: North American Free Trade Agreement (NAFTA) in 1994.
•Stage 2: Strong dollar policy put in place after East Asia financial crisis of 1997.
•Stage 3: China permanent normal trade relations (PNTR) in 2000.
The inauguration of NAFTA in 1994 represents a major historical event that fused the US, Canada, and Mexico into a unified production zone. Its historical importance is that it joined developed and developing economies for the first time, thereby establishing the template corporations wanted. In doing so, NAFTA changed the significance of exchange rates which had previously mattered largely for trade. Now, they mattered for location of production. It also changed the attitude of US multinational corporations to exchange rates, which shifted in favor of a strong dollar because that lowered the price of imported products and raised profit margins on imported production. Lastly, NAFTA created a precedent for strong dollar policy because the US accepted peso devaluation as a means of addressing the 1994 Mexican financial crisis.
The effects of NAFTA on the US trade balance with Mexico are shown in Table 4 .
Before NAFTA the US had a small trade surplus with Mexico: after NAFTA, the trade balance turned to deficit and continued increasing thereafter. Within the US economy, manufacturing plants were closed and production and investment were diverted to Mexico. The threat of shifting jobs to Mexico was also used to suppress wages and batter unions (Bronfenbrenner, 2000; Bronfenbrenner and Luce, 2004) . The second stage of implementation of globalization was the strong dollar policy adopted after the East Asian financial crisis of 1997. US policymakers followed the precedent of the 1994 peso crisis, making large dollar loans to crisis countries and accepting large exchange rate depreciations by those countries. This policy was strongly supported by US multinational corporations which were looking to offshore and outsource production. The strong dollar policy thereby created a permanent incentive for US corporations to downsize their US manufacturing operations and increase their foreign manufacturing operations. The policy was also supported by EM economies because it spurred export-led growth and increased their attractiveness for FDI. Table 5 shows the results for the US trade deficit with Pacific Rim countries which worsened dramatically. US manufacturing was also put into recession in 1998, two years before the economy went into recession. Lastly, the new policy effectively made the US consumer the global buyer of first and last resort. That rendered the global economy dependent on the US consumer, which explains why the global economy has become so vulnerable to US economic crashes. The third critical stage in the making of the current global system was granting China As with NAFTA and the adoption of strong dollar policy after the East Asian crisis of 1997, the passage of China PNTR triggered a surge in the US bilateral trade deficit. This surge is shown in Table 6 . There were also significant real impacts on the US economy. Corporate profits increased as a result of ability to source from China, while the impact on US manufacturing jobs and manufacturing investment was disastrous. Corporations closed existing plants which were relocated to China, and new investment was also diverted to China. This explains why manufacturing employment fell continuously during the business cycle expansion of 2001 -2007 and why investment spending was so weak over the cycle. That combination contributed to broad macroeconomic weakness that compelled the Federal Reserve to keep interest rates at historically low levels, thereby helping foster the housing bubble that laid the foundation for the financial crisis of 2008. Lastly, there were also negative effects on Mexico and other developing countries as China siphoned off FDI that they would previously have received. Furthermore, since China was now the global low cost producer, there was also relocation of some multinational manufacturing activity from other EM countries to China in accordance with the principles of barge economics. 
6.c Economic analysis of the impact of neoliberal globalization on the US economy
The economic impact of globalization on the US economy is illustrated in Figure 6 
6.d The demand side of the structural Keynesian explanation
Barge economics explains supply-side developments produced by globalization. The demand side is explained by the fact that global purchasing power is significantly concentrated in the northern economies (especially the US), while EM economies have not developed their own systems of domestic demand generation. Consequently, EM economies need to sell to the US and rely on export-led growth.
That also explains why EM economies are willing to accumulate US financial assets and dollar reserves. It is not an issue of shortage of financial assets or EM inability to produce financial assets. Instead, EM economies need undervalued currencies to remain internationally competitive in world crowded with other EM economies looking to export and continuing productivity growth in north.
6.e The structural Keynesian theory of hegemonic currencies
The above structural Keynesian framing of the demand side connects with the Keynesian theory of hegemonic currencies (Palley, 2006, 20012c) which explains why the global economy has become so reliant on the dollar, the source of the US's ability to collect global seignorage via its trade deficit, and the role of the dollar in financing global imbalances.
The US dollar is the world's premiere currency, with approximately two-thirds of world official foreign exchange holdings being dollars. Moreover, many countries have been willing to run sustained trade surpluses with the US, supplying everything from t-shirts to Porsches in return for additional dollar holdings. The Keynesian theory of hegemonic currencies explains why countries are willing to exchange valuable resources for dollar IOUs.
The conventional explanation of the dollar's reserve currency status is a "medium of exchange" story. The US has historically been the largest and richest currency area, with the largest share of world output and trade. This has provided incentives for other countries to hold and use dollars. Additionally, the fact that many governments over-issue their own money and create high inflation, encourages foreign citizens to protect themselves by holding dollars instead of domestic currency.
A second theory of reserve currencies, associated with the political left, is based on US military power and the Pax Americana. The argument is that US military power provides the security that protects the global market system, and New York is the new Rome. Countries, such as Saudi Arabia, hold reserves in dollars because New York is a political safe haven, and because that is how they help cover the costs of enforcing the Pax Americana.
The Keynesian theory of hegemonic reserve currencies provides a third explanation. Put simply, countries transfer real resources to the US through their trade surpluses because of their failure to generate adequate consumption spending in their own markets, be it due to poor income distribution or bad domestic economic policies. This forces them to rely on the American consumer.
The logic of the Keynesian theory of hegemonic currencies is easily illustrated. Over the past three decades, the demand side of the global economy has been supported by robust growth of US consumer spending. This spending increased imports, absorbing the expanding production of EM economies. The EM economies (especially East Asian and China) were willing to accept dollars and run trade surpluses with the U.S. because exports kept their factories operating and export success attracted further FDI that advances development. Additionally, under-valued exchange rates have been a vital part of this strategy as it keeps exports competitive. EM countries therefore channeled their trade surpluses into dollar denominated assets, keeping the dollar over-valued and enabling them to sell their exports in the U.S. market. That structure explains both the continuing strong demand for dollars despite the U.S. trade deficit and the dollar's dominance in official foreign exchange holdings.
Ironically, according to the Keynesian theory of hegemonic currencies, the US's dispensation from trade deficit discipline stems from other countries' failure to develop an equivalent of the American consumer. Countries want to industrialize with full employment, but they lack adequate internal demand. Consequently, they must rely on the US market. It is also why Germany supplies BMWs and Mercedes-Benzes in return for dollar IOUs.
Conventional neoclassical theory says the dollar will only lose its dominance when countries' portfolios become saturated with dollar holdings. At that stage they will cease buying and may even sell dollars, causing a fall of the dollar. The problem with this story is that countries have no incentive to sell dollars as this would kill the golden goose of export-led growth. The Keynesian theory of hegemonic currencies suggests a different take. The dollar will only be toppled if countries manage to develop their own domestic consumption. Euroland is most capable of doing this, but for the moment it is gripped by policymaking that is obsessed with inflation and afraid of growth. China needs to improve its income distribution in a way that links income distribution to productivity. Unions are the natural way to do this, but they are blocked by China's totalitarian political system that fears unions.
All three theories have merit, but in the current economic environment the Keynesian theory is especially relevant. As long as other countries fail to generate sufficient demand in their own markets, they will be compelled to rely on the US market and accumulate dollar denominated financial assets. However, none are well served by this co-dependence. Other countries are resentful of the US's special situation that exempts it from trade deficit discipline.
Side-by-side, US long-term economic prospects are undermined by the erosion of the manufacturing sector, while US workers face wage and job pressures from imports that are competitively advantaged by the dollar's over-valuation.
6.f The structural Keynesian explanation of why capital flows north
The structural Keynesian hypothesis also explains why capital has flowed north (i.e. why developing countries have run trade surpluses), contrary to traditional trade theory. Traditional trade theory denies the existence of demand shortage problems and only recognizes supply shortage problems resulting from a world of scarcity. Given its marginal product logic, it can only explain why capital flows north by recourse to strange and unconvincing stage 4 theories.
The structural Keynesian approach says EM economies have a demand shortage problem because they have not developed their domestic markets to absorb the massive increase in their productive capacities resulting from globalization. The supply shortage problem has been solved by multi-national corporations and barge economics. In effect, neoliberal globalization creates a division of labor where consumers are in the north, producers are in the south, and there is a demand shortage problem relative to productive capacity in the south. Investment flows south through FDI to take advantage of low costs of production, but the fruits of that investment (i.e. production) flows north. This reasoning is completely absent from orthodox economics.
An open question is the sustainability of this arrangement. That is because the globalization process contributes to gradually undermining median household income in developed economies (the North), thereby undermining the demand side of the system. Consequently, the system can gradually lose vitality and sink into stagnation as demand weakens. This can happen without financial crisis or abandonment of the dollar. As developed economy demand weakens, the global imbalances shrink but both developed an EM economies become increasingly tainted by stagnation.
Side-by-side, within EM economies the policy incentive is to suppress wage growth to maintain international competitiveness. That hinders the development of EM domestic demand to offset stagnating demand in the North.
Lastly, this configuration of developments and competitive pressures means the hegemony of the dollar likely remains intact. That is because EM countries have an incentive to keep their currencies undervalued to gain international competitive advantage, and that requires directing trade surpluses into dollar reserves to prevent currency appreciation.
6.g The political economy of global imbalances
Barge economics explains how globalization functions and why it generates trade imbalances.
The other side of explaining the global imbalance problem concerns political economy and why policymakers permitted it.
Within the US, pre-1980 economic policymaking was dominated by Keynesian logic and policymakers viewed trade deficits with concern as they represented a leakage of AD. After For big business, trade opening in the 1980s was viewed favorably as a means of disciplining industrial labor unions and reversing the profit squeeze of the late 1960s and 1970s.
In the 1990s trade opening became part of the logic of creating a "global production zone" in which American firms could either source cheaper inputs or produce and export back to the US.
Both policymakers and business therefore came to see trade through the lens of costs and wages. For policymakers, trade openness became a means of constraining inflation. For business, trade openness was initially a means of disciplining workers, and it then became a central part of a strategy aimed at creating a global production zone organized on the principle of global cost arbitrage. This reconfiguration of understanding and the political dominance of business interests explain why the model was permitted to take hold. In the Keynesian era (1945 -1979) , trade was roughly balanced trade because policymakers were averse to large deficits for macroeconomic reasons. In the neoliberal era, policymakers have had no interest in constraining trade deficits and big business has actively benefitted from deficits.
As regards EM economies, there are several reasons why they adopted the new system. First, the new arrangements offered EM economies easier access to the US product market.
Second, the relocation of production and diversion of investment spending to EM economies resulted in large transfers of modern productive capacity and managerial expertise.
Third, EM support for US-led corporate globalization also reflects the global triumph of neoliberal economic policy. In the 1980s and early 1990s the IMF and World Bank used the financial leverage provided by the 1980s debt crisis to force neoliberal policy reforms. Those reforms included abandoning state-led development policies that used strategic protection. The economics profession provided support for IMF and World Bank policies by asserting a new consensus about the benefits of trade-openness and export-led growth (Palley, 2012d) . This new consensus was justified by the economic success of the four East Asian tigers (South Korea, Hong Kong, Singapore, and Taiwan) which were held up as representative of what was possible.
Fourth, the new model of export-led growth based on FDI and undervalued currencies produced large trade surpluses for EM economies. Those surpluses helped relieve long-standing financial constraints on growth, providing another reason to adopt the model.
Putting the pieces together, it can be seen that neoliberal globalization created an economic structure that inevitably produced trade deficits and a global imbalance problem.
Simultaneously, it also created a political economy structure that justified deficits, discouraged policy from reining in deficits, and supported a strong dollar policy that increased deficits. For US policy makers the strong dollar lowered inflation; for multinational corporations it kept the pressure on union labor and increased profits from foreign sourcing; and for EM economies it offered a pathway for development, which though distorted was relatively free of long-standing financial constraints.
Conclusions: the difficulty of change despite globalization's failings
Stage 4 theory is the latest evolution in mainstream economics thinking about international trade.
It provides a family of hypotheses that aim to explain the US trade deficit and global imbalances as beneficial phenomena. In doing so, it reconciles the US trade deficit with the central intellectual tenets of mainstream economics regarding the benefits of free trade and globalization.
In sharp contrast, the structural Keynesian hypothesis explains the global imbalances as the predictable outcome of the policies associated with neoliberal globalization. Moreover, these policies are viewed as having contributed to the destruction of shared prosperity in the US.
Though EM economies have benefitted so far, the model has created new problems and there are significant doubts about its sustainability. That means EM economies could face challenges ahead. EM economies are now are placed in a new form of South-South competition to attract FDI that produces distorted development that is excessively export-focused; produces wage suppression and increased inequality; and prevents governments from implementing needed social and environmental regulation and policies that are the hallmark of development that generates shared prosperity. EM economies are also reliant on multinationals to supply inputs, technology and managerial expertise, which makes countries more vulnerable to political sanction by MNCs. Furthermore, the entire model is vulnerable to stagnation that first infects the North and then spreads to the South. The reason is the model undermines the Northern consumer on whom it depends to provide demand. That renders the South vulnerable and it is unlikely it can develop its own consumer market because of South-South race-to-the-bottom pressures.
These failings speak to the need for planned change, but that is enormously difficult (one might say near impossible). EM economies have benefitted from the process so far and are therefore hesitant to challenge it on grounds that it "might" go wrong in the future. Policymakers who move to change the system also face severe disciplining. First, any country that signals a desire for change will be singled out for economic punishment by global corporations and Northern governments that retain committed to globalization. Second, the globalization has created economic and legal "lock-in" that is hard to reverse (e.g. treaties like NAFTA).
Another obstruction comes from the mainstream economics profession that strongly influences public understanding of and discourse about globalization. The economics profession has been a gung-ho supporter of neoliberal globalization, using the rhetoric of free trade. It advocated the policies of the Washington Consensus that were implemented by the IMF and World Bank in the 1980s and 1990s, and it remains one-hundred percent intellectually committed to neoliberal globalization. However, because globalization inevitably creates global imbalances which are potentially politically challenging, it is necessary to sanitize them by arguing they do no harm and do not undermine the benefits of neoliberal globalization. That is the political function of stage 4 theories global imbalances. The profession therefore promotes hypotheses that sanitize the imbalances, while ignoring those that paint the imbalances as the product of a toxic form of globalization.
Moving a globalization reform agenda requires getting the narrative and understanding right. That is the practical political economy significance of the arguments presented in this paper.
